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TAX NEWS____________________
MARY LANIGAR, C.P.A., Beverly Hills, California
DEDUCTION OF ESTIMATED 
FUTURE COSTS
As a general rule additions to reserve 
accounts arc not allowable deductions with 
the exception of additions to depreciation 
and bad debt reserves. Provisions for con­
tingencies, future repairs, etc. must be 
restored in computing taxable income be­
cause there has been no definite liability 
incurred during the taxable year. How­
ever, future costs attributable to income 
reported in the current taxable year may 
be deducted by an accrual basis taxpayer 
under ordinary circumstances.
The most common illustration of deduc­
tion of deferred cost is the deductibility 
of the entire sale commision in the year 
in which the gain from a real estate sale 
is reported. For example, a tract of land 
costing $900,000 is sold for $1,000,000, less 
5% commission, which is payable to the 
agent from each collection. In the first 
year $500,000 was collected and $25,000 
was paid to the agent. The gain for either 
a cash or accrual basis taxpayer is com­
puted as $100,000 less $50,000 commission.
Taxpayers receiving advance payments 
for services to be performed in future years 
are required to report such advance pay­
ments as income in the year of receipt. 
Consideration should be given to the future 
cost of performing such services as there 
is a possibility that this cost would be an 
allowable deduction in the current year for 
an accrual basis taxpayer. The deduction 
would not be questionable il the cost were 
accurately determinable and a definite lia­
bility had been incurred, as in the real 
estate commission illustration. II the cost 
represents services to be rendered by the 
taxpayer’s own organization, the future 
cost is not easily determined. No liability 
to a third party is incurred as the only 
obligation is for performance as required 
by the customer.
In the Towers Warehouses, Inc. memo 
Tax Court decision the taxpayer obtained 
a deduction for the estimated cost of per­
forming the prepaid services in future 
years. This case involved a bonded ware­
house charging the customers in advance 
for handling charges both in and out of 
storage. At the end of the year the esti­
mated future cost of moving goods out of 
storage was computed. This amount was 
credited to a reserve account and charged 
to the advance receipts account. The bal­
ance of the advance receipts acount was 
then reported as income. The Tax Court 
held that this accounting method consist­
ently followed by the taxpayer clearly re­
flected income. It appears that considerable 
weight was given to the fact that this meth­
od was consistently followed and to the 
fact that the estimated costs were very 
close to the amount of labor costs actually 
expended. This case is of interest because 
it represents a more liberal treatment from 
the standpoint of the taxpayer who re­
ceives advance payments for services.
REVISED ANNUAL INFORMATION 
RETURN FOR EXEMPT 
ORGANIZATIONS
Form 990, which must be filed by most 
organizations exempt from income tax un­
der Section 101 of the Internal Revenue 
Code, has recently been revised to provide 
much more detailed information. This 
form is to be prepared in accordance with 
the method of accounting regularly em­
ployed by the organization. The filing date 
remains as May 15th for organizations 
having a calendar year.
The first page of the revised form is de­
voted to fourteen questions which include 
most of those from the old form and some 
new ones specifically directed toward cer­
tain types of exempt organizations. Several 
questions pertaining to the capital struc­
ture have been added, as wrell as one very 
lengthy question concerning the activities 
of farmers’ cooperatives.
Page two is a statement of income and 
expense which includes a reconcilement 
of surplus. The name and address of each 
person contributing more than $3,000 a 
year is still required. Balance sheets as of 
the beginning and end of the year are 
required if gross assets exceed $25,000. A 
schedule showing gain from sale of assets 
includes questions about the method of 
acquisition of the property and the rela­
tionship of purchaser to vendor organiza­
tion or persons connected with it.
COMPENSATION OF WAR 
WORKERS ABROAD
Several recent decisions have held that 
war workers who were abroad during the 
entire year must pay Federal income tax 
on their earnings. Exemption was claimed 
under Section 116(a) of the code con­
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cerning earned income of nonresident citi­
zens. These decisions apply to years subse­
quent to 1942, and are the result of some 
changes in wording in the applicable sec­
tion. The Courts have denied exemption 
on the grounds that the taxpayers were not 
bona fide residents of the foreign country.
EXEMPT INTEREST FROM 
U. S. SAVINGS BONDS
In computing the income from U. S. 
savings bonds issued before March 1, 1941, 
care should be exercised to select the bonds 
producing the greatest income. In this con­
nection it is important to remember that 
the exemption applies to bonds costing 
$5,000 instead of bonds having a face value 
of $5,000. For example, a cash basis tax­
payer who elected to report income from 
a savings bond in the year of redemption 
would compute his exempt income as fol­
lows:
Redemption Price ....................... $10,000.00
Cost (prior to March 1, 1941) 7,500.00 
Interest .........................................$ 2,500.00
Exemption (5000/7500) ............. 1,666.00
The taxpayer may select the bonds from 
which the interest is to be exempt each 
year. Accordingly, the exemption may be 
used for savings bonds in one year and 
for Treasury bonds in the following year.
DEDUCTIONS PAID
FROM COMMINGLED FUNDS
If community property funds and sep­
arate funds are deposited in the same bank 
account, it is difficult to determine whether 
deductions paid from this account are com­
munity or separate deductions. The courts 
have followed the logical conclusion that 
deductions attributable to community in­
come are presumed to have been paid from 
that source. Showing that community ex­
penses exceeded community income in a 
given year did not constitute proof that a 
particular deduction was paid from sep­
arate funds.
Medical expense is a deduction frequent­
ly confused in community property states. 
Taxpayers sometimes believe that the ex­
pense may be deducted by the spouse re­
ceiving the treatments. Since it is a com­
munity expense it is a community deduc­
tion if paid from commingled or com­
munity funds.
A recent decision held that charitable 
contributions from mixed funds were de­
ductible by the spouse making the con­
tribution. To understand this exception, 
it is necessary to remember that in certain 
community property states neither spouse 
can make a gift of community funds with­
out the consent of the other. Should one 
spouse wish to obtain the tax benefit of 
a contribution, it is obviously preferable 
to make it from separate funds which are 
clearly identifiable. Reliance on presump­
tions as to the source of a particular item 
is merely the best solution after the confu­
sion exists.
ACCOUNTING - NOT LAW
In a twenty-page decision waited for 
more than a year, Justice Bernard L. 
Shientag on March 18 ruled against the 
New York County Lawyers Association 
which filed suit against Bernard Bercu, a 
New York CPA, to restrain him from giving 
advice on tax questions on the ground 
that it constitutes practice of law.
The specific act involved in this case 
was the rendering of an opinion by the 
accountant as to the year in which a certain 
expense item was deductible for federal 
income tax purposes. The petition recited 
that the accountant did not perform regu­
lar accounting services for the taxpayer nor 
act as the taxpayer’s regular auditor. The 
Bar Association contended that this service 
constituted interpretation of statutes, de­
cisions, and regulations, without involving 
any accounting or auditing work whatso­
ever, and that it therefore represented the 
rendering of legal advice and services.
Wrote Judge Shientag, “The mere giving 
of advice on a matter of law by a layman, 
even though on a continuous basis, does 
not itself stamp his conduct as unlawful. 
Clearly, when these man (accountants) are 
pursuing their specialized callings they 
have to be in a position to advise clients 
about the law which is directly applicable 
to the work they are called upon to do.”
The right of accountants to engage in 
tax practice has been challenged by lawyers 
and has given rise to litigation on many 
occasions.
The New York State Society of CPA’s, 
which had fought the case for Mr. Bercu, 
hailed the decision as a victory, and through 
its president, Prior Sinclair, said: “Justice 
Shientag has recognized the right of certi­
fied public accountants to give advice to 
the public on tax matters, whether or not 
in the preparation of tax returns. This 
decision is the greatest interest to the So­
ciety and the business community generally 
and will serve to clarify the position of 
certified public accountants in the tax 
field.”
-J. M. P.
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